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International Taxation
J. Scor

WILKIE, DONALD WILSON, WILLIAM D. ROHRER AND

MATTHEW T. STAAB*

I.

Tax Complexity and Globalization

A year-end review and commentary by the Tax Committee of the International Law
section poses interesting challenges. The Tax Section of the American Bar Association is,
perhaps, one of the most active bodies commenting on taxation matters in the world. Its
views on international tax developments in the United States provide useful guidance to
practitioners in other countries who are evaluating the international aspects of their own
tax systems as those systems come to grips with the inevitable evolution of tax rules to
meet the needs of a globalized age. Accordingly, it is not the role of these comments to
supplant or displace the more particular, and indeed technical, comments of the Tax Section. Nevertheless, it is something of a truism that tax rules simply overlay the application
of other law. In that spirit, there are a number of interesting tax developments internationally for internationalists.
A.

WHAT DEVELOPMENTS?

A legal analysis of the tax implications of transactions or other arrangements cannot
fairly take place without knowing the identity and nature of the participants in those transactions, the terms on which they deal, and the method of measuring income attributed to
the places where the participants conduct their business, whether as branches or permanent establishments or via other legal persons such as subsidiaries. Recent international
developments force a re-examination of such basic considerations as who are the participants in transactions, what are those transactions, and where are they present in terms
understood by international tax rules. Recent developments also require asking how
broad are the information gathering powers used by tax authorities to evaluate parties'
transactions and arrangements, and how far are national tax authorities willing and able to
share information to assist one another in the administration of tax rules.
* J. Scott Wilkie, Osler, Hoskin & Harcourt LLP (Canada), provided the sections on Tax Complexity
and Globalization, Transfer Pricing and the Attribution of Income, and Tax Authorities' Access to Information. Donald Wilson, Deloitte & Touche, provided the section on the Financial Accounting Standards
Board's Final Interpretation No. 48. William D. Rohrer and Matthew T. Staab, Carlton Fields, P.A., provided the section on the Internal Revenue Service's June 13, 2006, proposed regulations.
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WHO ARE THE PARTICIPANTS?

The compelling international tax issue here concerns whether a recipient of amounts in
one country from a payer in another country beneficially owns those amounts or more
generally should be considered to be a principal in the transaction. Tax treaties modeled
on the Organisation for Economic Co-operation and Development (OECD) Model Tax
Convention on Income and on Capital,' which closely parallels the U.S. Model Income
Tax Convention 2 and most international tax treaties, limit access to treaty benefits such as
reduced rates of nonresident withholding tax for dividends, interest, and royalties, to persons who beneficially own those receipts. Beneficial ownership originally may have been a
device to extend the reach of treaty benefits, for example to beneficiaries of tax-exempt
pension plans. But this limitation has more recently attracted an anti-tax avoidance significance, being seen to limit benefits under treaties except in circumstances where there is a
genuine commercial or other entitlement by a person claiming the benefit of a treaty.
This issue has become prominent recently as a result, among others, of the consideration of beneficial ownership in three cases: Indofood InternationalFinanceLtd. v. JPMorgan
Chase Bank, 3 a decision of the U.K. Court of Appeal, A Holding ApS v. FederalTax Administration,4 a decision of the Swiss Federal Court, and a decision of the Italian tax authorities
reflected in a tax ruling of June 12, 2006. 5 The Indofood case was a commercial law case
concerning the extent to which creditors would be permitted to accelerate repayment of
an obligation when a change in tax rules, in that case the Indonesia-Mauritius income tax
treaty, resulted in a gross-up for withholding tax for holders of certain obligations issued
by an intermediary in the Indofood group. To cure the circumstances giving rise to the
additional withholding tax, a Dutch intermediary corporation assumed the Indofood
group's third-party debt obligations and, effectively, an Indonesian parent corporation
paid interest to the Dutch intermediary which, with those funds, satisfied the interest
obligations to the third-party lenders. The U.K. Court of Appeal decided, in evaluating
the rights under a contract governed by English law, that the Dutch company was possessed of so little independent function and significance that, effectively, it constituted a
mere agent; it did not beneficially own interest, received from its parent, that it used to
satisfy its own obligations.6 Interestingly, the Court of Appeal sought to find a proxy for
1. Organisation for Economic Co-operation and Development (OECD), Model Tax Convention with
Respect to Taxes on Income and on Capital, Jan. 28, 2003, availableat https://wwvw.oecd.org/dataoecd/52/34/
1914467.pdf [hereinafter OECD Model Tax Convention]. In 1963 the OECD published a draft model
double taxation agreement and a Commentary on each article in the agreement, which was intended to form
the basis of double taxation agreements between member countries. Since then, new editions of the model
have been published and updated periodically. The most recent update to the Model Tax Convention was
issued on September 25, 2005. This citation is for the 2003 version of the Model Tax Convention.
2. A new version of the United State Model Income Tax Convention, with comm.ntary, was released by
the U.S. Department of the Treasury on November 15, 2006. UNI'rED STATES MODEL INcOME TAX CON-

vENTI-rON (U.S. Dep't of Treas. 2006), availableat http://www.ustreas.gov/press/releases/reports/hp16801.pdf.
3. Indofood Int'l Fin. Ltd. v. JPMorgan Chase Bank [20061 EVAWCA (Civ) 158 (Eng.).
4. A Holding ApS v. Federal Tax Administration, 2A.239/2005bie, 8 ITLR 536 (Swiss Fed. Ct. 2005)
[hereinafter A Holding ApSI.
5. OG GETTO:istanza di Intepello-Art. II legge 27-7-2006 n.212 [hereinafter Italian Tax Ruling]. Another case of interest in this area, decided after the preparation of this note, is a decision of the French
Conseil d'etat in Bank of Scotland, CE No. 283314, Dec. 29, 2006, Rec. Lebon.
6. Indofood Int'l Fin. Ltd. v. JPMorgan Chase Bank [2006] STC 1195, J[ 33-59 (CA); [2006] STC 192
(Ch.D.); [2006] EWVHC 973 (Ch.D.).
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the beneficial ownership notion that was not otherwise extant in the Indonesian legal system and seemed to suggest, even though this was a commercial case, that there is a unique
tax treaty notion of beneficial ownership that transcends the significance of the term's
7
meaning in the domestic legal systems of treaty partners.
Shortly after the decision in Indofood, the U.K. tax authorities published draft guidance
on the interpretation of that decision. 8 These authorities accepted that beneficial ownership is a tax treaty concept and reflected an inclination not to use beneficial ownership as a
bar to the availability of treaty benefits provided that there is no improper application of
tax treaties. The U.K. guidance seems to focus on the predestination of amounts payable
by one person through another to third parties and look to whether the same treaty result
would have been available had amounts been paid directly to the third parties' beneficiaries rather than through an intermediary. This view reflects something of the notion of
a derivative benefits rule that will be familiar to U.S. tax practitioners as sometimes accompanying the limitation on benefits provision that is common now in U.S. income tax
treaties. 9
The Swiss case, A Holding ApS, o concerned the payment of dividends by a Swiss corporation through a Danish intermediary to a Bermudian parent corporation. In that case, it
seemed that the amounts paid by the Swiss company were so predestined to be disbursed
to the superior Bermudian company that the intervention of the Danish company was
considered to be inconsequential-that is, the Danish intermediary could not, even in a
legal sense, be said to have control over the amount received and disbursed by it. In
coming to this conclusion, the Swiss court applied a tax avoidance doctrine (abuse of
rights) to deny relief from dividend withholding tax under the Switzerland-Denmark tax
treaty, in effect finding that there was an element of treaty shopping that resulted in an
inappropriate and unintended application of the treaty.
The Italian tax ruling' concerned the aggregation of various intellectual property
rights in a U.S. resident intellectual property company in order to provide end users access to that intellectual property. The U.S. licensee of the intellectual property, which
was, in turn, the sub-licensor, was not considered, for Italian tax purposes, to be the beneficial owner of license payments made by the Italian users because the U.S. party was
required to pay the license fees to the owner of the patent. The chain of transactions
involved Italian licensees paying license fees to a U.S. resident corporation which in turn
paid license fees to various licensors around the world, most of whom were not U.S. residents but who owned the underlying intellectual property. Accordingly, withholding tax
relief under the Italy-U.S. income tax treaty was not available.

7. Id. 1 37, 38.
8. Mike Rowen, HM Revenue & Customs, Draft Guidance on HMRC's Interpretation of the Indofood
Decision (Oct. 9. 2006), available at http://www.hnirc.gov.uk/news/indofood.pdf.
9. See, e.g., Press Release, US, Swiss Competent Authorities Provide Guidance on Treaty Benefits (Aug.
22, 2003), available at http://www.irs.gov/pub/irs-news/ir-03-103.pdf.
10. A Holding ApS, supra note 4. Additional commentary on the case is available at http://www.
homburger,ch/fileadmin/publicationslET906.pdf
1I. Italian Tax Ruling, supra note 5.
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WHAT IS THE SIGNIFICANCE OF THESE DECISIONS?

In themselves, these are local decisions of the authorities and courts of countries affected by them and in some respects may be distinguished because of the unique circumstances presented by them. More broadly, however, they do reflect increasing attention

being paid, by tax administrations and indeed the OECD (in its continual re-examination
of the OECD Model Income Tax Convention),12 to situations where treaty relief may not
be appropriate.
At the same time that these developments, on such basic questions as who are the parties to a transaction and what are their entitlements, are taking place, the U.K. courts
have been dealing with questions about the significance of companies with limited functions used in a tax planning. In a case called Wood v. Holden,13 the U.K. High Court and
U.K. Court of Appeal were called upon to decide whether a non-U.K. corporation, the
non-residence of which from the U.K. perspective was essential to the successful implementation of a tax plan, should nevertheless be considered to be resident in the United
Kingdom because of the influence allegedly exercised by persons in the United Kingdom
over the corporation's limited operations. In that case, the taxpayer prevailed and the

Dutch corporation was found to be resident in Holland. But the U.K. High Court and
Court of Appeal went out of its way to make interesting observations about the extent to
which influence and oversight by superior members of a corporate group, such as parent
corporations, to expect subsidiaries to adhere to corporate group policy should not cause
members of the group to be resident where those exercising such influence are resident. 14
Despite their adherence to corporate group policy, the view of both the High Court and
the Court of Appeal was that such influence was insufficient to displace the intended residence of corporations and, we would suggest, also insufficient to consider those corporations as carrying on business in the jurisdictions of their parents. This result is in line with
changes to the OECD Model Income Tax Convention Commentary for Articles 5 and 7,
which acknowledge that parent corporations should not be found to be carrying on business and to have business establishments in the jurisdictions of their subsidiaries simply
because they actively participate in business dealings of their subsidiaries.
In the High Court decision of Holden v. Wood (Wood v. Holden in the U.K. Court of
Appeal),15 Justice Park made two important observations, among others in which the
Court of Appeal concurred. He said:
It is to be expected that the parent company will have plans for what it wants its
subsidiaries to do, and that the directors of the subsidiaries will ordinarily be willing
to go along with the parent company's wishes. If in those circumstances the subsidiaries were resident for tax purposes wherever the parent company is resident the
consequences would, in my view, be unsatisfactory, productive of double taxation
clashes between different jurisdictions, and disruptive of national tax systems. 16
12.
13.
14.
26,
15.
16.

See OECD Model Tax Convention, svfpra note 1.
Wood v. Holden, [2006] EWCA (Civ) 26 (Eng.).
See Wood v. Holden, [2005] EVWHC (Ch) 547, 1J 21-25 (Eng.), Wood v. Holden, [2006] EWCA (Civ)
25-29 (Eng.).
Wood v. Holden, [20051 EWHC (Ch) 547 (Eng.).
Id. 24.
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He went on to say that:
It is possible (and is common in modern international finance and commerce) for a
company to be established which may have limited functions to perform, sometimes
being functions which do not require the company to remain in existence for long.
Such companies are sometimes referred to as vehicle companies or SPVs (special
purpose vehicles). "Vehicles" has a belittling sound to it, but such companies exist.
They can and do fulfill the important functions within international groups, and they
are principals, no mere nominees or agents, in whatever roles they are established to
undertake. They usually have board meetings in the jurisdictions in which they are
believed to be resident, but the meetings may not be frequent or lengthy. The reason
why not is that in many cases the things which such companies do, though important,
tend not to involve much positive outward activity. So the companies do not need
17
frequent and lengthy board meetings.
A recent decision of the European Court of Justice, Cadbury Schweppes v. Commissioners
of Inland Revenue,I8 also addresses the use of intermediaries in corporate group tax planning. The gist of the decision of that Court is that the existence of an intermediary with a
tax planning role is not, in itself, sufficient to constitute tax avoidance. It is nevertheless
necessary, as that court instructed the U.K. Inland Revenue authorities to do, to determine whether or not, despite the significance or role of the company and tax planning, the
intermediary serves corporate objectives.
In this context other international developments are noteworthy. First, the OECD
continued throughout 2006 with its review of attribution of profits under Article VII of
the OECD Model Tax Convention, providing further guidance late in 2006, with more
expected in 2007.19 At the same time, there were a number of interesting decisions by
courts and tax authorities around the world that, in the context of complex transfers
within multinational business enterprises or extensions of those enterprises on functional
lines between countries, address important and difficult questions about when a taxpayer
will have established a taxable business presence in another country. For example, a recent decision of the Italian Court of Appeal addressed when a subsidiary corporation
would be considered to be a permanent establishment of a parent corporation resident in
20
another jurisdiction. Also, the Income Tax Appellate Tribunal in Delhi, India, in Western
1
Union Financial Services, Inc. v. Additional DIT,2 similarly addressed whether the U.S.
17. Id. $ 25.
18. Case C-196/04, Cadbury Schweppes v. Commissioners of Inland Revenue, available at http://curia.
europa.eu/jurisp/cgi-bin/form.pl?lang=en&newform=newform& Submit=submit&alljur=alljur&jurcdj=jurcdj
&jurtpi=jurtpi&jurtfp=jurtfp&alldocrec=alldocrec&docj=docj&docor=docor&docop=docop&dcav=docav&
docsom=docsom&docinf=docinf&alldocnorec=alldocnorec&docnoj=docnoj&docnoor=docnoor&typeord=
ALLTYP&allcommjo=allcommjo&affint=affint&affclose=affclose&numaff=- 196%2F04&ddatefs=&mdatefs=
&ydatefs=&ddatefe=&mdatefe=&ydatefe=&nomusuel=&domaine=&mots=&resmax=100 (last visited Mar.
11, 2007).
19. OECD, Centre for Tax Policy and Administration, Report on the Attribution of Profits to Permanent
Establishments, Parts I (General Considerations), II (Banks), and Ifl (Global Trading) (Dec. 2006), available
at https://www.oecd.org/dataoecd/55/14/37861293.pdf. Part IV (Insurance Companies) is expected in 2007.
20. Judgment No. 17/14/06 (March 30, 2006) (concerning an Italian corporate member of a German multinational corporation).
21. (ITA No. 4889/DEL/2004, ASST YR 2001-02), Mar.10, 2006.
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company, Western Union, had established a business presence in India through the delivery of funds to Indian customers via an Indian agent. Further, in an Advance Ruling of
February 13, 2006, the Indian tax authorities provided guidance on whether U.S. investment bank Morgan Stanley had a permanent establishment in India as a result of the way
in which it supported and provided services to and in respect of its Indian subsidiary's
22
operations.
All in all, 2006 has been an important year for international law concepts affecting the
ownership of property, the location of business, the residents of persons, and like factors
to be adjudicated as a consequence of the effect of globalization on the manner in which
commercial transactions take place internationally.
II.

Transfer Pricing and the Attribution of Income

Transfer pricing is increasingly a focus of tax practice internationally. Broadly, transfer
pricing concerns the measurement and allocation of international income within a commonly controlled corporate group among group members Nho make functional contributions to the earning of that income and have undertaken risks with respect to how that
income is earned. The OECD published revised Transfer Pricing Guidelines in 1995,23
which are commonly adopted in one manner or another by OECD country members in
their domestic tax legislation and practice. In the United States, the transfer pricing rule
is found in Section 482 of the Internal Revenue Code (IRC),24 in Canada, in Section 247

of the Income Tax Act (Canada). 25 In significant respects, the essence of the OECD's
Transfer Pricing Guidelines is reflected in particular country tax rules, for example, in the
United States through regulations and in Canada through administrative guidelines.
The imperatives of globalization are felt here as well. Importanty, where significant
business inputs are monetary or intangible (for example, legal intangibles in the nature of
patents, trademarks, and other protected intellectual property, but also so-called organizational intangibles that reflect the efficiencies and synergies associated with conducting
business in a commonly controlled group), difficulties are frequently encountered in measuring the allocation of international income. At the same time, countries' tax rules impose significant penalties on transfer pricing-based adjustments. Essentially, the transfer
pricing rules seek to wrest the influence of common control, and the opportunities for the
manipulation of international income that it brings, from transactional pricing for transfers of property and services. But where it is difficult to identify the properties and services, or to find examples in uncontrolled settings of similar transfers, there is much room
for doubt and debate about the adequacy of multinational corporate group decisions.
On August 4, 2006, the U.S. Internal Revenue Service (IRS) issued a Notice of Proposed Rulemaking and temporary regulations on the tax treatment of services transac22. A.A.R. No. 661 of 2005.
23. OECD, TRANSFER PRICING GLDFLINES FOR MULII1VI ION u- EN iIRPvS . NI Txx ADLNsTRATIONS (OECD Publishing 1979) (2001). The OECD Transfer Pricing Guidclines were first issued in
1979 and have become internationally respected. They maintain the arm's length principle of treating related
enterprises within a multinational group and affirm traditional transaction methods as the preferred way of
implementing the principle.
24. I.R.C. § 482 (2007).
25. Income Tax Act, R.S.C., ch. 1 (5th Supp.), Art. 247 (1985).
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tions, including services transactions related to intangible property, under the related
party transfer pricing rules2
The regulations were issued in temporary form with a
delayed effective date for taxable years beginning after December 31, 2006.27 Like the tax
rules in other countries, such as Canada, the new regulations seek to discern whether a
transaction is a transfer of an intangible or the delivery of services, and whether combined
or bundled transfers should be broken out and separately priced.
In 2006, long-running litigation between Glaxo-Smith Kline and the U.S. government
over the compensation earned by a Glaxo U.S. subsidiary for its role in the sale and distribution of pharmaceutical products in the United State was resolved in a much publicized
settlement.2 8 In a manner of speaking, underlying this dispute seemingly were important
questions about whether the U.S. subsidiary performed important entrepreneurial functions that were tinder compensated by treating it as a mere distributor. The settlement
implications of that case, based Upon publicly available information, is interesting. Evidently, the opportunity for addressing the contentious tax issues through negotiation between the U.S. and the U.K. tax authorities (the Competent Authorities) was not available
and recourse was had to the judicial process for resolution. This is interesting insofar as it
comes at a time when the OECD and its Member Countries are actively considering
alternative ways for resolving tax disputes which do not involve litigation. The competent
authority process often provides more scope for resolving tax problems on a continuum of
possible outcomes in a way that taxpayers and the tax authorities can agree is at least
acceptable, without needing to find the defining "rights" answer. Additionally, the case
illustrates the premium that should be placed on careful and comprehensive documentation of taxpayers' transactions, to fairly reflect the parties' expectations. Indeed, one wonders whether this dispute was more about the factual circumstances of the group members
rather than about the law and practice respecting transfer pricing which formed the legal
context in which this case was considered.

I.

Tax Authorities' Access to Information

It is well known that tax authorities around the world increasingly are cooperating with
each other, particularly to identify and respond to unacceptable tax avoidance. A recent
example of this international cooperation is the Joint International Tax Shelter Information Circular among Canada, the United States, Australia, and the United Kingdom.29
26. Definition of laxpayer for Purposes of Section 901 and Related Matters, 71 Fed. Reg. 44, 240 (Aug. 4,
2006) (to be codified at 26 C.F.R. pt. 1).
27. Id.
28. Press Release, GlaxoSmithKline, GSK Settles Transfer Pricing Tax Dispute with IRS (Sept. 11, 2006),
available at http://www.(;SK.comi/ControllcrServlet?appeld=4&pageld=402 &newsid=890; Press Release, Internal Revenue Service, IRS Xccepts Settlement Offer in Largest Transfer Pricing Dispute (Sept. 11, 2006),
available at wss-'.ir.gov/Ineu sroom/articlc/0,,id= 162359,00.htnil.
29. Memorandum of Under,tanding for the Creation of a Joint International Tax Shelter Information
Center, Joint International TIax Shelter Information Centre (Apr. 23, 2004), available at http://vw-w.irs.gov/
pub/irs-ud/jitsic-finalhiioi.pdf. (indicating that memorandum of understanding was signed by the Australian
Taxation Office, the linister of National Revenue for Canada, the Internal Revenue Service of the United
States of America, the Board of Inland Re%tnue of the United Kingdom, and the Board of H.M. Customs and
Excise of the United Kingdom in IN lliansslirg, Vlirginia on Apr. 23, 2004); see Press Release, Internal Revenue Service, Australia, Canada, LCK and US Agree to Establish Joint Task Force (May 3, 2004), available at
wvw.irs.gov/nesrooim/a rticlc/0.,,id 12 16,00.htnl.
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This reflects a potentially significant sharing of experience and information among tax
authorities about common concerns. Tax treaties between countries set up a framework in
which, systematically through information exchanges, and in some cases assistance in tax
collection, tax authorities cooperate with each other.30 It would be a prudent taxpayer
that realizes that though there is no international tax order, increasingly tax authorities are
conducting themselves in a fashion that results in an informal international tax
administration.
More to the point, tax authorities increasingly are cooperating with each other not only
with respect to gathering information, but the direct or indirect enforcement of tax claims,
doing so more systematically than has been the case historically. This has important
ramifications for the way in which taxpayers plan transactions, express themselves in the
implementation of transactions, document transactions, and go about implementing transactions in an operational sense. Taxpayers may be attracting connections to jurisdictions
that they do not intend by the way in which they conduct themselves functionally, an
observation that is not unconnected to comments above regarding beneficial ownership
and the extent to which influence within multinational groups results in participants being
present for tax purposes where they may not intend.
An important factor in understanding these developments and in adopting courses of
behavior with respect to planning and documenting transactions is the extent to which
information (including accountants' working papers, and analyses of tax provisions and tax
cushions) may be privileged and therefore unavailable to legal authorities. This provokes
consideration of what may happen if the law of privilege is not the same in countries
where multinational groups may be operating and therefore whether there are opportunities presented to secure access to information that may be privileged in one jurisdiction
but not privileged elsewhere. When this possibility is considered in relation to the possibilities for the sharing of information among tax authorities, the taxpayers should reflect
on how to maintain control over information pertaining to transactions they undertake.
There have been a number of developments recently, for example, in Canada and the
United States with respect to the extent to which advisory privilege is preserved notwithstanding the availment by financial auditors of what would otherwise be considered to be
privileged legal advice for purposes of a statutory audit and in other circumstances that
invoke the common interest privilege. 31 These developments also highlight, perhaps,
more clear distinctions between litigation privilege and advisory privilege.
In Canada, two notable recent cases, Saipem32 and Fidelity Investments, 33 reflect the very
liberal view taken by Canadian tax courts on the extent to which the tax authorities may
invoke statutory powers to seek information from international sources. The Canadian
30. See, e.g., United States-Canada Income Tax Convention, arts. XVII, XXVI-A, U.S.-Can., Aug. 16,
1984, availableat http://www.irs.gov/pub/irs-trty/canada.pdf.
31. In Canada, these developments concern in particular the protections afforded by advisory and litigation
privilege, and the protection of working papers prepared to support the giving of legal advice. Canadian cases
of interest in this area include, Pritchard v. Ontario (Human Rights Commission), [20041 1 S.C.R. 809,
available at http://scc.lexum.umontreal.ca/en/2004/2004scc3l/2004scc31 .html; Blank v. Canada (Minister of
Justice), [20061 2 S.C.R. 319, available at http://scc.lexum.umontreal.ca/en/2006/2006scc39/2006scc39.htnl;
Anderson Exploration Ltd. v. Pan-Alberta Gas Ltd., 119981 61 Alta. L.R.3d 38; Canada (Minister of National
Revenue) v. Welton Parent, [2006] F.C. 67, availableat http://www.canlii.org/ca/cas/fct/2006/2006fc67.html.
32. Saipem Luxembourg S.A. v. Canada (Customs & Revenue Agency), [20051 3 C.T.C. 294.
33. Fidelity Investments Canada Ltd. v. Canada (Customs & Revenue Agency), [2006] 4 C.T.C. 1.
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Income Tax Act allows the tax authorities to make requests or demands for foreign-based
information in order to inform their audits of Canadian taxpayers. In these two cases, the
Canadian tax authorities sought general information about the international profitability
of corporate groups with Canadian emanations. It was argued in both cases that Canada
ought to be concerned only with the transactions in which the Canadian participants-in
one case a branch and in the other a subsidiary-participated, and that the overall profitability of the corporate groups was not relevant. The Canadian courts declined to follow
that path and were content to decide that even that kind of information, if it could be
tracked to the administration of the Canadian Income Tax Act and the fair measurement
of Canadian taxable income, should be accessible to the tax authorities.
In sum, there are important international tax developments that touch not merely on
typical tax subjects, but on the way in which advisors anticipate how their clients' arrangements may be evaluated. Again we return to the observation that the globalization of
international business makes business participants present in many places at once, or at
least in conceptual business terms. But the implications and enforceability of their legal
arrangements depend very much on whether and to what extent they have exposed themselves to a legal presence in the countries touched commercially or economically by their
activities. These developments in the tax area, which concern not typical technical tax
issues but broader issues about the identification and measurement of presence internationally and the availability of information about that presence, illustrate how important
international tax analysis may be to corporate counsel and others who must gauge the
application of more typical international legal regulation. These international tax developments are as much a tool for analysis in these other areas as they are important in tax
analysis.

IV. New Accounting Rules for Income Taxes Cause Additional Complexity
and Increase Exposure
The Financial Accounting Standards Board issued Final Interpretation No. 48, Ac-

counting for Uncertainty in Income Taxes (FIN 48), on July 13, 2006. 34 FIN 48 is a major
change in the methodology of accounting for income taxes under U.S. Generally Accepted Accounting Principles (U.S. GAAP) and creates a single model for accounting for
uncertainty in income tax positions. Although not effective until 2007 for calendar year
enterprises, many companies had already started the process of determining the impact of
FIN 48 on their financial statements in late 2006 so that the cumulative effect of the
change to FIN 48 could be recorded as a change to retained earnings as of the date of

adoption. For U.S. public companies, a range of the cumulative change would be reflected in the 2006 10-K filing due in early 2007 (due to SAB-74, 35 which requires such an
estimate of the impact of new accounting standards prior to the effective date).
The discussion below will highlight some key areas of FIN 48 that are particularly
relevant to international lawyers and their clients, but will not attempt to be an exhaustive
34. Financial Accounting Standards Board, FASB InterpretationNo. 48, No. 281-B (2006), available at http:/
/www.fasb.org/pdf/fin%2048.pdf [hereinafter FIN 48].
35. SEC Staff Accounting Bulletin No. 74, codified as Staff Accounting Bulletin Topic I LM, Disclosuresof
the Impact That Recently Issued Accounting Standards Will Have on the FinancialStatements of the Registrant When
Adopted in a Future Period.
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analysis of FIN 48 and the many issues it presents. But knowledge of the basics of FIN 48
will assist lawyers in international practice in understanding the financial reporting of tax
matters by clients using U.S. GAAP and why clients may request opinion letters on tax
matters to meet the requirements of FIN 48. For most U.S. public companies, compliance with FIN 48 will initially be similar to the extensive compliance and documentation
burden previously required for implementation of the tax reporting rules under the
Sarbanes-Oxley Act.36 The FIN 48 disclosure requirements will also raise concerns about
public disclosure in footnotes to financial statements of tax positions that could be used by
the IRS to identify companies and issues for audit.
The basic approach of FIN 48 is a two-step methodology of first determining if a tax
position can be recognized for U.S. GAAP accounting (the recognition threshold) and
then determining the amount to be recorded for financial statement purposes (or quantification of the tax position that can be recorded). To be recognized, the tax position must
be at least "more likely than not" (the familiar MLTN standard) to prevail upon examination by the tax authority (IRS or foreign tax authority, or both in many international
situations) assuming the tax authority will have full knowledge of all relevant information. 37 Thus, the recognition threshold requires a MLTN outcome based on the technical
merits of each separate tax position and also without offset or aggregation with other tax
positions. If the tax position is recognized under the MLTN standard, the second step is
to determine the amount of tax benefit to be recorded in the financial statements. This
requires a second MLTN determination of the largest amount of tax benefit that is greater
than 50 percent likely of being realized upon ultimate settlement with the tax authority.
But in a change from current practices, FIN 48 does not allow consideration of offsets of
tax positions in settlement. Each individual tax position must be measured separately,
38
even though in reality horse trading of issues does occur. This second quantification
step requires that the possible outcomes be identified and that the dollar value of the
outcome with the cumulative probability of more than 50 percent be used for recording
the tax position.39 For some black and white issues which are either win or lose in their
entirety, this may not be all that difficult. But for many tax positions, this will be quite
difficult and inherently judgmental. For certain tax positions that are "highly certain,"
(e.g., deduction of non-executive payroll, not connected to the manufacturing process, and
paid within the statutorily required time frame) the full amount of the tax benefit could be
40
reflected in the financial statements, presumably with a reduced documentation burden.
FIN 48 applies to all income taxes (U.S. and foreign) but not value added taxes, sales
taxes, customs duties, or other levies that are not primarily based on income. All enterprises are subject to FIN 48, including not-for-profits and pass-through entities which
might have Unrelated Business Income Tax (UBIT) exposures or requirements for tax
41
exemption like REIT qualification and distribution rules. A "tax position ... refers to a
to be taken in a future
expected
a
position
or
position in a previously filed tax return
36.
37.
38.
39.
40.
41.

Sarbanes-Oxley Act of 2002, Pub. L. No. 107-204, 116 Stat. 745 (2002).
FIN 48, suipra note 35, IT 6, 7.
Id.I 7(c).
Id.1 8.
Id.Appendix A-% A19.
Id. 1.
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return that is" relevant in measuring current or deferred tax assets and liabilities. 42 A tax
position can be a permanent or timing item and specifically includes a decision not to file a
tax return (which may result in a permanent establishment tax exposure in another country), allocations or shifts of income between jurisdictions, and income characterization
issues. FIN 48 can also impact the tax reporting of some aspects of certain business combinations such as the allocation of purchase price in taxable transactions, tax basis carryover and tax attribute carryover in nontaxable transactions, and tax return positions for
periods prior to an acquisition of a business. 43 Thus, the tax due diligence procedures and
tax modeling for acquisitions and mergers may need to take FIN 48 into account. In
addition, FIN 48 would apply to evaluation of tax planning strategies which, for example,
might be relied on to generate future taxable income (e.g., future foreign source income to
use excess foreign tax credits) to support realization of a deferred tax asset (e.g., a carryover foreign tax credit).44 The tax planning strategy would have to be MLTN to prevail
technically and the amount of deferred tax asset allowed for financial statement purposes
would be the largest amount MLTN to be sustained. The difficulties of compliance with
FIN 48 have even led the IRS to implement an expedited resolution process for uncertain
tax positions that might allow taxpayers to resolve such issues prior to the effective date of
FIN 48 reporting in their financial statements. 45 But for taxpayers requesting such expedited resolution there is a requirement of waiver of any privilege protection and production of any relevant tax opinion letters related to the issue. This deadline for application
for the FIN 48 IRS initiative for calendar year taxpayers was November 15, 2006, but it is
doubtful that many companies applied for this program.
FIN 48 is clearly a significant change in methodology for reporting of income tax matters in general, and it will apply to all income tax positions taken by an enterprise in the
United States and in foreign jurisdictions. International transactions and operations will
likely cause some of the most difficult issues for application of FIN 48. The inherent
difficulty in many jurisdictions of determining whether a foreign tax position is MLTN to
prevail on audit can be problematic, let alone attempting to qualify on an MLTN standard
the amount of the tax position likely to be achieved. A company not filing a tax return in a
foreign jurisdiction in which it has some minimal presence would have to determine it is
MLTN not to have a tax liability or, failing that recognition threshold, to determine the
amount of foreign tax that would be MLTN to occur if challenged by the foreign tax
authority. In some situations the taxpayer may be able to rule out a foreign permanent
establishment exposure under the administrative "practices and precedents" language of
FIN 48 that allows use of the actual practice of the tax authority to be used and not just
local law and any applicable treaties. 46 The list of potential tax positions in the international arena which may be difficult to analyze under FIN 48 includes everything from
transfer pricing generally to more specialized areas such as hybrid financing, intellectual
property migrations abroad, and cross border merger/acquisition transactions.
42. Id. T 4.
43. Id. Appendix B- BIO, Appendix C-T C5.
A16-AI8.
44. Id. 1 9, Appendix A45. Expedited Resolution of Uncertain Tax Positions-LMSB Initiative to Address Certain Implications of FIN 48,
Internal Revenue Service, http://www.irs.gov/businesses/corporations/article/O,,id=163496,00.html (last visited Mar. 10, 2007).
7(b), Appendix A-11 A14-A15.
46. FIN 48, supra note 35,
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A simple sale of goods from a U.S. company to its foreign subsidiaries for resale abroad
is a typical and common transfer pricing situation. Analysis under FIN 48 would require
analysis of whether the transfer pricing is MLTN to prevail in both the United States and
foreign jurisdictions which might then require separate FIN 48 analysis by product line or
even by each foreign jurisdiction. Quantification of the transfer pricing tax position might
have other issues under FIN 48 such as whether existing transfer pricing documentation
(which often uses a reasonable basis level of opinion) is sufficient to meet the MLTN
measurement standard. There could be many questions and issues to resolve in making a
FIN 48 determination in the transfer pricing area. What about the transfer pricing for
other inter-company transactions such as management services, royalties, contact manufacturing, and group financing that may not be as well documented? Would the potential
use of competent authority (CA) to resolve a transfer pricing issue be taken into account in
determining the most likely outcome and how does one determine if a CA settlement
would be MLTN to occur? Could a taxpayer rely on prior experiences and general practices of the competent authority to make a FIN 48 determination as to the most likely
dollar value of the settlement between the two tax authorities?
Many U.S. companies have implemented so-called Hubco structures in recent years by
conversion to contract or toll manufacturing arrangements and use of limited risk distributors (LRDs) in multiple foreign locations. The many tax positions taken in setting up
Hubco structures include those related to whether the conversions from full manufacturing and full distributors to toll manufacturers and LRDs were taxable (in the United
States or abroad), potential taxation of any transfer of intangibles, the transfer pricing
related to the ongoing operations and whether such operations create any permanent establishment exposure for the Hubco principal. FIN 48 will be applied to analyze the
implementation and future operations, of such Hubco operations, including those set up
in prior years as part of the initial FIN 48 adoption and the determination of the net
cumulative impact of adoption. Among the difficulties in making the analysis will be the
often changing position of the various tax authorities to such transactions, the importance
of the particular facts in each situation, and perhaps even industry specific factors. Even if
the initial analysis under FIN 48 allows recognition of the tax benefits from the structure,
the MLTN recognition threshold would be checked again in subsequent reporting periods
(quarterly, but with a possible amendment to an annual reconsideration). A change in the
tax law or practice or an unfavorable court case could result in a failure to meet the
MLTN standard in the future which would cause derecognition of the tax position in the
first reporting period in which the MLTN standard was not met. Use of a valuation
allowance would not be a permitted substitute for derecognizing the benefit of the tax
position.
There are a large number of international transactions and foreign structuring options
which U.S. companies analyze in order to try to optimize the foreign tax credit position in
the U.S. corporate tax return. A partial list of such transactions would include such things
as use of hybrid and reverse hybrid entities, separation of foreign tax credits from the
underlying foreign income, migration of losses across borders, and changing the source of
income. Even if the MLTN threshold for recognition of the underlying tax position is
met, extensive modeling of the potential foreign tax credit outcomes might be required to
determine the MLTN quantitative outcome of the tax position given the many factors
which impact the calculation. Interesting issues arise where separate tax positions interact
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with each other in the calculation of the foreign tax credit limitation and are perhaps also
impacted by the resolution of tax audits of prior years which may result in additional
foreign tax credits.
Attorneys practicing commercial international law will find that companies reporting on
U.S. GAAP will have increased documentation requirements under FIN 48 for recording
tax benefits and analyzing tax exposures. This may result in more requests for tax opinions and may change the nature of the opinions required even though FIN 48 does not
actually require positions to be supported by third tax opinions. How these new rules will
affect the risk tolerance of companies to tax planning strategies remains to be seen. What
is clear is that many corporate tax departments will have to devote resources to comply
with FIN 48 in the short term. As with any new methodology, it will take years to answer
many of the questions and issues that will arise under FIN 48, particularly in the international context. In the interim, tax attorneys may be pressed to respond to these open
issues and to provide guidance to tax departments on how to meet the new rules.
V. Newly Proposed Treasury Regulations Provide Much Needed
Clarification Regarding Portfolio Interest Exception
A.

INTRODUCTION

On June 13, 2006, the IRS released new proposed regulations 47 (the Proposed Regulations) relating to the repeal of tax on interest of nonresident alien individuals and foreign
corporations received from certain portfolio debt instruments (the so-called portfolio interest exception).48 The Proposed Regulations provide much needed clarification with
regard to the application of the portfolio interest exception to partnerships with non-U.S.
partners (e.g., nonresident alien individuals and foreign corporations), specifically the 10
percent shareholder rule discussed below.
B.

BACKGROUND

Generally, the United States imposes a 30 percent tax on amounts received from U.S.
sources by nonresident aliens and foreign corporations as "interest (other than [OID]),
dividends, rents, salaries, wages, premiums, annuities, compensations, remunerations,
emoluments, and other fixed or determinable annual or periodic gains, profits, and in50
come." 49 Such tax is generally collected by way of withholding at the source of payment,
5
and is thus referred to as a withholding tax. '
The IRC provides that the withholding tax on amounts received from U.S. sources by
nonresident aliens and foreign corporations as interest does not apply in the case of "port47. Revisions to Regulations Relating to Repeal of Tax on Interest of Nonresident Alien Individuals and
Foreign Corporations from Certain Portfolio Debt Investments, 71 Fed. Reg. 34,047 (June 13, 2006) (to be
codified at 26 C.F.R. pt. 1).
48. I.R.C. § 871(h); 1.R.C. § 881(c).
49. I.R.C. § 871(a)(l)(A); I.R.C. § 881(a)(1). This interest is often referred to as FDAP.
50. See generally Treas. Reg. § 1.1441-1 (2006).
51. The 30% tax may be eliminated or reduced pursuant to applicable bilateral income tax treaties with the
United States.
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folio interest." 52 Portfolio interest is interest (including original issue discount) that is
paid on obligations:
" not in registered form that are sold only to non-U.S. investors, and the interest on
which is payable only outside the United States and its possessions, and that has on
its face a statement that any U.S. person holding the obligation will be subject to
limitations under the U.S. income tax laws;
" in registered form that are targeted to foreign markets and the interest on which is
paid through financial institutions outside the United States; or
" in registered form that are not targeted to foreign markets, if the beneficial owner
furnishes the payer of the interest a statement 53 stating that such beneficial owner
is not a U.S. person (e.g., Form W-8BEN or on a substitute form).
Possibly more important than what does qualify as portfolio interest, is what does not
qualify as portfolio interest. The IRC provides that portfolio interest does not include
interest received:
" by a bank on an extension of credit made pursuant to a loan agreement entered
54
into in the ordinary course of its trade or business;
borrower;55
the
of
" by a 10 percent shareholder
" by a controlled foreign corporation from a related person; 56 and
57
• on certain types of contingent interest.

C.

10 PERCENT SHAREHOLDER RULE

As stated previously, any U.S. source interest received by a nonresident alien individual
or foreign corporation who is a 10 percent shareholder of the U.S. borrower does not
qualify as portfolio interest and is thus subject to a 30 percent withholding tax. For purposes of the portfolio interest exception, the term 10 percent shareholder means (1) in the
case of an obligation issued by a corporation, any person who owns 10 percent or more of
the total combined voting power of all classes of stock entitled to vote, 58 and (2) in the
case of an obligation issued by a partnership, any person who owns 10 percent or more of
59
the capital or profits interest in such corporation.
There has long been a need for clarification with respect to the 10 percent shareholder
rule in situations wherein debt is held by a partnership having one or more non-U.S.
partners. Specifically, it was unclear until now, whether the 10 percent shareholder rule
was intended to be applied at the partnership level or at the partner level. If the 10 percent shareholder rule were applied at the partnership level, the test would be whether the
partnership owns 10 percent or more of the U.S. borrower. If so, the portfolio interest
52.
53.
W-8)
54.
55.
56.
57.
58.
59.

I.R.C. § 871(h); I.R.C. § 881(c).
Assuming that the lender is structured as a partnership, the specific reporting requirements (e.g., Form
vary depending on whether the partnership isa withholding or a non-withholding foreign partnership.
I.R.C. § 881(c)(3)(A).
I.R.C. § 881(c)(3)(B); I.R.C. § 871(h)(3).
I.R.C. § 881(c)(3)(C).
I.R.C. § 871(h)(4).
I.R.C. § 871(h)(3)(B)(i).
I.R.C. § 871(h)(3)(B)(ii).
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exception would not be available and a 30 percent withholding tax would result. Alternatively, if the 10 percent shareholder rule were applied at the partner level, the test would
be whether the partner owns a 10 percent or greater interest (both direct and indirect
interest)60 in the U.S. borrower. If so, the portfolio interest exception would not apply to
the partner's proportionate share of his or her interest income and a 30 percent withholding tax would result.
By way of example, assume that Partnership X makes a loan to U.S. Obligor Y, in which
X owns a 30 percent direct interest. Assume further that X has 5 partners (i.e., all nonU.S. partners), none of which own a direct or indirect interest in Y other than through
their partnership interest in X. By way of attribution, each of the non-U.S. partners
would be deemed to own a 6 percent indirect interest in Y. If the 10 percent shareholder
rule were applied at the partnership level, the interest paid to the partnership would not
qualify for the portfolio interest exception because X clearly owns 10 percent or more of Y
(i.e., X owns 30 percent of Y). Alternatively, if the 10 percent shareholder rule were applied at the partner level, assuming all other qualifications for portfolio interest are otherwise met, the interest paid to the partnership (and ultimately to the partners as the
beneficial recipients of the interest income) would qualify for the portfolio interest exception because none of the partners is deemed to own 10 percent or more of Y (i.e., each of
the partners are deemed to own 6 percent of Y).
VI.

Proposed Regulations and Their Effects

The Proposed Regulations clarify that under circumstances in which a partnership with
non-U.S. partners lends money to a U.S. obligor, the 10 percent shareholder rule is to be
applied at the partner level, rather than the partnership level. Therefore, referring back to
the example above, notwithstanding the fact that Partnership X owns a 30 percent interest
in U.S. Obligor Y, all of X's non-U.S. partners would be eligible to receive their distributive share of interest income from X without the imposition of a 30 percent withholding
tax because none of X's non-U.S. partners owns a 10 percent or more interest (direct or
indirect) in Y.
In summary, the Proposed Regulations provide that when interest is paid to a partnership, the persons who receive the interest for purposes of applying the 10 percent shareholder rule are the nonresident alien individual partners and the foreign corporations that
are partners in the partnership. The 10 percent shareholder rule is then applied by determining each such partner's ownership interest in the obligor. 61 The Proposed Regulations will apply to interest paid on obligations issued on or after the date that the
regulations are issued as final regulations.
The uncertainty that existed prior to the release of the Proposed Regulations forced
many practitioners to create alternate structures 62 to assure their clients of the portfolio
interest exception, resulting in more complicated structures which took longer to establish
and hence were much more costly to the taxpayer. Now that the IRS and the U.S. De60. SeeI.R.C. § 318(a)(3)(C) (defining attribution rules).
61. This conclusion is consistent with a previously released IRS Field Service Advisory dated February 2,
1994.
62. Including structuring loan transactions as multiple loans, one from each of the partners rather than a
single loan from the partnership.
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partment of Treasury have clarified their position regarding application of the 10 percent
shareholder rule, practitioners can simplify their structures and better centralize the management of loan transactions into one entity, the partnership, without jeopardizing the
63
availability of the portfolio interest exception.

63. Note that these Proposed Regulations are consistent with the partner level analysis of the so-called
earnings stripping rules as applied to partnerships and other pass-thru entities. SeeI.R.C. § 163(j)(5)(A).
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